What attracts conventional investors to Islamic financial instruments? We answer this question by comparing Malaysian Islamic and conventional security prices and their response to macrofinancial factors. Our analysis suggests that Islamic and conventional bond and equity prices are driven by common factors. Likewise, especially in recent years, Islamic banks have responded to economic and financial shocks in the same way as conventional banks, suggesting that the gap between Islamic and conventional financial practices is shrinking. JEL Classification Numbers: E44, G15, G21
I. INTRODUCTION Malaysia has progressively developed its

Shariah-compliant
. 
Malaysia has a dual financial system with
Islamic and conventional markets operating in parallel. Both systems offer a full range of financial products and services; often use the same infrastructure (Yakcop, 2003) ; 2 Islamic finance offers products that comply with the principles of Islamic law Sharia, in which earning of excess interest (Riba) and excess risk taking are prohibited. El-Gamal (2006) provides an excellent critical analysis of modern Islamic finance and its modes of operation.
3 Sukuk are similar to conventional interest-bearing bonds in terms of their effective cash flows and issuance structure, though the degree of similarity varies across countries. However, the formal structure of Sukuk reflects Islamic law, which prohibits charging or payment of interest and taking risks through speculation. Instead, Sukuk returns are linked to underlying assets, which could be equity in a tangible company. Thus, Sukuk are asset-backed investment instruments and Sukuk holders share profits and losses incurred on the underlying assets. In practice, Sukuk offer investors a fixed rent and an exit strategy which allows the originator to repurchase the underlying assets in certain circumstances. and compete for overlapping groups of customers in all segments of the financial system, including banking, insurance, fund management, and capital markets. 4 The Islamic banking sector positions itself as a "complement, if not alternative, to conventional finance" (Brown, 2009) The Islamic private debt securities market is the largest in the world, with US$ 34 billion of domestic corporate bonds outstanding.
The majority of Islamic finance customers are non-Muslims, with an increasing presence of foreign investors (PricewaterhouseCoopers Malaysia, 2008 
Box 2. Malaysia: Islamic Finance Tax Incentives
The tax neutrality of Islamic finance was provided by changes in the Income Tax Act (1967) and the Stamp Act (1949).
 The equal footing provision in the Income Tax Act ensures that Islamic financial transactions are not taxed differently from conventional financing transactions, regardless of the fundamental differences between the two. This means that, for tax purpose, profits received in Shariahcompliant transactions are treated in the same way as interest rate gains in conventional finance. Conversely, the payment of profits (equivalent to the payment of interest in conventional finance) by the borrower is treated as interest costs from a tax perspective.
 Similarly, partnerships formed under the Shariah concept of a joint venture entailing the sharing of profits and/or losses are not recognized as partnerships from the tax perspective.
 The equal footing provision in the Stamp Act ensures that Islamic banking and investment products, which require additional sales and purchases of the underlying assets due to the profitand-loss sharing agreements, are as attractive and cost-efficient as their conventional counterparts. The provision ensures that where assets are required to be transferred (which would not otherwise be necessary under conventional financing schemes), the transferor is not subject to balancing adjustments on the sale/purchase and thus the transaction remains tax neutral. Similarly, partnerships formed under the Shariah concept of a joint venture entailing the sharing of profits and/or losses are not recognized as partnerships from the tax perspective.
 Additional Islamic finance tax incentives include:
 Tax exemption for profits derived from Sukuk.
 10-year tax exemption for Islamic banks and Islamic insurance companies on income derived from business conducted in foreign currencies, including transactions with Malaysian residents. This exemption was given to encourage foreign participation in Malaysia's Islamic finance and to encourage Islamic financial institutions to transact internationally in making Malaysia an international Islamic financial hub.
 10-year income tax exemption for domestic and foreign fund managers who manage Islamic funds for foreign investors. (Figures 8 and 9 ). For government conventional and Islamic bonds, the correlation between monthly returns was 0.95 during the sample period; for the equity indices it was almost 0.99. However, the co-movement between corporate bonds was relatively weaker (0.32), probably due to the relative illiquidity of the The common economic factor affects Sukuk more than conventional bonds (Figure 11 ). 8 The results are based on the standard principal component analysis of (1) bond and stock returns jointly; and (2) bond returns only. The data are monthly for the period January 2006-November 2011. Most explanatory variables are in first log differences to account for non-stationarity during the crisis period; the T-bill interest rate is in first difference. Newey-West standard errors are employed to account for heteroskedasticity and autocorrelation in the residuals ε , . Regression results are reported in the table below.  Capital adequacy: capital adequacy ratio;  Profitability: return on equity (ROE) and net interest margin (NIM);  Quality of assets: non-performing loans to total loans ratio (NPL);  Liquidity: liquid assets to total assets ratio and interbank assets to interbank loans ratio;  Leverage, defined as the total assets to equity ratio.
Returns on bonds and equities tend to move together
We start by estimating the full sample model rushed to purchase safer fixed-income instruments. The increased demand for both conventional and Islamic bonds entailed the negative correlation between bond returns and industrial production. Conversely, the sell-off of equities meant that equity returns moved in parallel to the economic decline during the crisis. Moreover, Malaysian and United States stocks moved together during the crisis.
In summary, the empirical analysis suggests that even though conventional and Islamic financial instruments are fundamentally different, they perform similarly in a competitive market. In other words, investing in Shariah-compliant securities has no statistically significant downside or upside effects on investors' wealth compared to investing in conventional instruments. There are several studies that report similar findings for Islamic equity indices (see for example Girard and Hassan, 2008) and Islamic mutual funds (see for example Elfakhani and Hassan, 2007) . From the perspective of conventional investors, our results imply that including
Sukuk and Islamic equities in their portfolios may not provide significant diversification benefits, given the similar price behavior of conventional and Islamic instruments.
IV. ARE ISLAMIC BANKS SAFER AND MORE PROFITABLE THAN CONVENTIONAL BANKS?
This In mid-2011, Islamic banks held less capital than conventional banks ( Figure 13 ). As for the CAR, Islamic banks' capital and reserves to total assets ratio of 7.5 percent is lower than conventional banks' ratio of 9.3 percent. Conversely, the ratio of total deposits to total assets is larger for Islamic banks than for conventional banks (77 percent and 72.3 percent, respectively). Malaysia's efforts to become a global leader in Islamic finance should concentrate on establishing an internationally consistent, robust regulatory and supervisory framework.
Islamic
First, a sound regulatory and supervisor framework consistent with Basel standards for conventional banks needs to be developed for Islamic banks. Second, Shariah rulings and interpretations need to be harmonized within Malaysia and across countries in order to provide a common platform for cross-border industry players. In this regard, BNM could combine efforts with the Islamic Financial Services Board, the prudential and supervisory standard-setting organization for the global Islamic financial industry.
